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ABSTRACT 
Two multiple regression models are employed in this study in order to figure out 
the relationship between the Hong Kong stock prices and, economic performance and 
companies' financial positions respectively. Consumer Prince Index (composite) 
(CPI composite), prime rate and unemployment rate are considered to be the indicator 
of overall economic performance in Hong Kong, while company financial position is 
reflected in financial statements. We are using the Return on Equity (ROE), net 
profit margin, working capital ratio and leverage ratio as representatives of financial 
position and capital structure of a company. Since the financial statement ratios are 
limited to be annual, there is not sufficient time series data for us to analyze the 
relationship between the stock price and financial statement ratio. Therefore, panel 
data method is used in putting all the financial statement ratios of different firms into 
one pool of data by industry. In our models, we conclude that economic 
performance can explain the variation in stock price in Hong Kong, which result is 
consistent with the study in western country. However, the relationship between the 
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S t o c k price and both inflation rate and interest rate is less than what we expect. 
Linked exchange rate may be one of the reasons, we believe, brings some 
disturbances in the model. Besides, we find out that none of the financial statement 
ratios we are studying explain the variation in the Hong Kong stock prices. High 
correlation among the ratios themselves and low validity of reflecting companies' 
performance are believe to be one of the reasons in explaining the extremely 
explanation power of the model. Moreover, data limitation brings drawbacks to our 
model and distorts our model as well. 
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A good and sound security valuation model is the key of success in the capital 
market; therefore, analysts try many different ways to figure out the most powerful 
models in valuing the companies and predicting the movement of stock prices and 
worldwide stock markets as well. Recently, two models are prevailing in the circle of 
analysts; they are ratio analysis and intrinsic valuation, that is, free-cash-flows 
discounted method. Nowadays, P/E ratio seems to be a layman term and, by this ratio, 
the public may have some insights in valuating their investment. Other than P/E ratio, 
many other ratios are derived from the company's financial statements, and they also 
reflect, to certain extend, the financial position of that company. This kind of 
financial statement ratio is also useful for analysts to value the companies and also the 
analysts' investment. However, the validity of these financial statement ratios in 
revealing the capital structure of a company is still controversial to certain analysts 
and scholars. Since 1992 the Statements of Accounting Practices changed the 
regulations of disclosing financial situation of companies in Hong Kong. Our interest 
in studying how effective financial statements information affects stock price or stock 
market after the set up of a sophisticated and standardized regulation of disclosing the 
financial positions of companies is arose. 
Moreover, another concern in whether or not the Hong Kong stock market is 
efficient enough to reveal perfect information of the overall economic performance in 
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Hong Kong. As we know, since October 1983，the Hong Kong dollar has been linked 
to the US dollar at the fixed rate ofHK$7.8 to US$1.00; therefore the monetary policy 
is not autonomy to certain extend. For example, Hong Kong has to increase the 
interest rate by following the interest rate in U.S., even in an economic downturn like 
the Asia financial crisis in 1997. Elaborating more on this point, we can see the 
phenomenon that Hong Kong keeps increasing the interest rate in late 90s no matter 
how low the inflation rate is when compares to that in the U.S. In fact high interest 
rate does hit the stock market severely. 
In this study, our first objective is to analyze the relationship among the 
economic indices, financial statement ratios, and the variation of stock price in Hong 
Kong stock market by an empirical analysis. Macroeconomic indices give us the 
picture of the overall economic performance in Hong Kong while financial statement 
ratios indicate the companies' capital structures and financial positions. Moreover, 
we would also like to investigate and examine the explanatory ability of the economic 
indices and financial statement ratios in predicting the variations of stock price and 
valuating equities in Hong Kong. We will study these areas by two major multiple 
regression models; the first one is regressing the monthly stock price\ by individual 
firms from three industries, on economic indices and the second one is forming the 
regressions, by three industries, between the financial statement ratios and the stock 
price of the month when the results of annual report are released�. 
1 Average monthly price obtained by averaging the daily stock price from Datastream 
2 Information of annual report announcement month obtained from Hong Kong Economic Times; and the stock 




Among all the studies, we benefited the most from “The Impact of Inflation on 
ROE, Growth and Stock Prices" (1997) by Frank K. Reilly. In the study, he tries to 
find out the relationship between inflation and stock returns by examining the effect 
of inflation on the factors that affect ROE and ultimately the growth of earnings and 
dividends by using dividend discount model, the DuPont formula^ and to draw 
conclusions on the Fortune 500 — S & P 400 of the United States. In the case of 
common stocks, the expected rate of return should increase in line with the required 
rate of return that includes the expected rate of inflation. His findings are that, there is 
a negative relationship between inflation and stock returns and profit margin, but 
profit margin has a significant relationship with ROA and ROE. This means that 
inflation has a negative relationship with profit margin, which in turns reduce ROE 
and expected growth. Moreover，profit margin declined during the period of inflation 
and leverage ratio increased steadily, which will drive ROE higher. His study, indeed, 
arouses our interest in the relationship in the macroeconomic factors, stock price and 
micro economic factors of firms. 
Abdullah Dewan A and Hayworth Steven C，in their study of “Macroeconomics 
of Stock Price Fluctuations" (1994), gives us more insights in their findings. The 
3 The traditional DuPont formulation includes three components: Net Income / Equity = Sales / Total Assets x Net 
Income / Sales x Total Assets / Equity 
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findings show that past money growth, budget deficits, inflation, and both short-and 
long-term interest rates are Granger causal prior to stock returns. It is found that stock 
returns are related positively to inflation and money growth and negatively to budget 
deficit, trade deficits, and both short- and long-term interest rates, as prevailing 
economic theory would predict. Independent variables includes changes in the money 
as anticipated inflation indicator, GNP representing the level of aggregate economic 
activity, budget deficit showing the influence of market interest rates an the 
discounted rate used by investors to capitalize future profit flows, and the trade deficit 
indicating the potential fiiture exchange rate adjustments and influence of foreign 
capital flows into US securities. The Standard & Poor's 500 stock price index is used 
to represent stock price in this empirical analysis by linear vector autoregress (VAR) 
model. 
However, Fitapatrick, Brian D, in his study of “Stock prices and 
macroeconomic data" (1994), finds that there is no relationship between the S&P 500 
and various macroeconomic variables such as the growth rates of corporate earnings, 
gross national product, money supply, S&P dividend yield, seasonally adjusted 
consumer price index, and the US treasury composite. He also mentions that 
unemployment is considered a lagging economic indicator, so unemployment 
information will only confirm past results but not give any insight into future stock 
prices. 
Maury R Randall and David Y Suk study the impact of inflation rate on stock 
return in his research "Inflationary concerns and stock returns: An alternative 
perspective" (1999). The objectives of this study are 1) to test the hypothesis that the 
change and level of anticipated inflation are jointly significant variables in affecting 
stock returns, 2) to ascertain whether one of those two variables is more important 
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than the other, and 3) to test whether the relationships, if any, are of negative 
correlation. The prevailing view is that rates of expected inflation will be a favorable 
influence on equity price, however, in their study, two major theories on inflation and 
stock returns which are the "the tax effect" and "proxy effect" hypotheses can be 
interpreted to support the importance of changes over levels of expected inflation. 
“Tax effect" hypothesis states that inflation had an adverse effect on after-tax 
corporate income while “proxy effect" hypothesis is assumed to exist between stock 
prices and anticipated economic growth; however, a negative relationship is assumed 
to prevail between inflation and expected growth. As anticipated, in the regression 
models, all coefficients for changes in expected inflation are negative, which means 
the relationships are adverse. Moreover, they are all statistically significant. These 
findings are consistent with the proxy effect and tax effect hypotheses. 
Although no causal relationship between the economic performance and stock 
prices is concluded, these variables are believed to be either positive or negative 
related in the prevailing economic studies. Since most of these studies are focusing 
on the US stock market, we want to examine the impact of these economic 
performance on Hong Kong stock market while the securities markets around the 
world seem to be US market-driven. The stock performance may not be directly 
affected by the economic performance, even not by the fundamentals of companies. 
In “Causal Relations among Stock Returns, Inflation, Real Activity, and 
Interest Rates: Evidence from Japan" (1998). Mohammad Najand and Gregory 
Noronha try to figure out the puzzling negative relationship between stock returns and 
inflation. In the study, they employ real stock returns, rate of inflation, real interest 
rates and growth for industrial production for Japan by using state space procedure. 
They finds out that inflation has a negative and significant effect on real stock returns, 
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the rate of growth in industrial production is affected by inflation and interest rates, 
inflation can be explained by real stock return and real interest rates, and inflation 
predicts real interest rates. These results indicate that inflation helps to explain 
negative stock returns in Japan, and inflation predicts interest rates. In another study 
from Oystein Gjerda and Frode Saettem, “ Causal relations among stock returns and 
macroeconomic variables in a small, open economy" (1997), they also investigate to 
what extent important results on relations among stock returns and macroeconomic 
factors from major markets are valid in a small, open economy by utilizing the 
multivariate vector autoregress (VAR) approach on Norwegian data. Consistent with 
US and Japanese findings, real interest rate changes affect both stock returns and 
inflation but stock returns explain little variation in inflation, while interest rates 
explain a substantial fraction in Norway. This study demonstrates that significant 
results from major economies are valid in a small, open country with less mature 
financial markets. With the reference of these two studies, we want to examine 
whether or not this findings are applicable in Hong Kong, however, instead of 
studying the stock returns which are the fluctuations of stock prices, we investigate 
the impact of these kinds of economic performance on Hong Kong stock market. 
In the last decade, valuation models mushroom as stock markets are booming 
around the world and become more sophisticated. Financial statement ratio analysis 
is commonly used in valuating securities while earnings-discounted method is more 
prevalent, however debates in the predictability of financial statement ratios never 
stop. George W Gallinger in his article "The current and quick ratios: Do they stand 
up to scrutiny?: Are they only window dressing?" (1997) and "The current and quick 
ratios: Do they stand up to scrutiny?: Drop the current ratio-pick up the CCC" (1997) 
discusses the value of current ratio and quick ratio in revealing the liquidity of a 
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company and operating cash flow as a crucial element in liquidity analysis. He 
addresses the controversy in a high current ratio not implying adequate liquidity 
because that satisfactory ratio may be tied up in slow-moving inventories and prepaid 
expenses. Besides, the current and quick ratios are calculated for a point in time-the 
balance sheet date. Thus, they are static measures while the cash conversion cycle 
approach is dynamic in that it looks at cash flows occurring over time. The cash 
conversion cycle measures the number of days the firm's operating cycle requires 
costly financing to support it. Operating cycle is the number of days sales invested in 
inventories and receivables, thus: operating cycle = Days sales outstanding in 
inventories + days sales outstanding in receivables. 
In "The Path to Higher Shareholder Value" (1998), Gerry Marsh states the 
importance of free cash flows and true stock valuation to effective management of 
assets. While sales growth and cost reductions are critically important determinants 
of stock price of a company, the true magnitude of value is derived from capital 
efficiency. He finds out that although financial statement ratios and economic 
performance indicators point management to the right direction, they do not translate 
directly into stock price. There is no immediate cause and effect relationship between 
stock price and such ratios and indicators. 
Robert M Hull studies the change of stock value by how a firm changes its 
leverage ration in relationship to its industry leverage ratio norm in his research titled 
"Leverage ratios, industry norms, and stock price reaction: An empirical investigation 
of stock-for-debt transactions，，(1999). The research hypothesis is that firms moving 
closer to industry Debt-to-Equity benchmarks should have a positive response when 
compare to firms moving away from their industry Debt-to-Equity benchmarks. The 
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findings states that a firm's movement in relation to its industry Debt-to-Equity 
benchmark is an important factor in determining stock price behavior. 
On the other hand, in the research of "Valuation ratios and the long-run stock 
market outlook" conducted by John Y Cambell and Robert J Shiller in 1998, non-
linear relation between valuation ratios and long horizon stock returns is concluded by 
a doing number of regressions on stock market valuation ratios such as dividend-price 
ratio and price-earning ratio and the changes of stock prices. We can see the 
controversies in this study area, and so decide to investigate the likely relationship 
between these financial statement ratios and stock price in Hong Kong. 
In the study "Earning Announcements and Portfolio Selection. Do They Add 
Value?" (1998), David N. Nawrocki and William L. Carter concern about the usable 
information in earning announcements, and the reaction of stock prices to earning 
announcements. Their main focus is on the performance of a portfolio instead of 
performance of individual stocks. The finding is that information in earnings does 
surprise announcements, and the effect lasts as long as three to four months, whereas 





1. Source of Data and Company Information 
1.1 Data on Security Prices and Macroeconomic Variables 
We use secondary data from Datastream in this research report because of the 
following reasons: 
1) Easy to access. 
2) Availability of historical data such as stock prices and financial ratios by company 
listed in the Hong Kong Stock Exchange. 
3) Availability of macro-economic factors, for instance, Consumer Price Index 
(Composite), prime rate and unemployment rate of Hong Kong. 
1.2 Company Annual Reports 
Additional information of the listed companies is from their annual reports for 
the past decade but the available information is still constraint by the companies' 
histories and time spans of involving in the stock market. Since, in 1992, the 
Statements of Accounting Practices remedied the standards of financial statements in 
which Profit and Loss Account, Company Balance Sheet, Consolidated Balance Sheet 
and Consolidated Cash Flow Statements should be complied，we found that prior to 
10 
1993, there were no Consolidated Cash Flow Statements but only Consolidated 
Statement of Changes in Financial Position. Besides, notes of the financial statements 
showing all subsidiaries and associated companies are like guidance for us to 
categorize all studied companies into three groups. 
1.3 Journals, Newspapers and Related Magazines 
Global and domestic economic environment in the last decade is revealed by 
major international and domestic business news from BusinessWeek, Far Eastern 
Economic Review, and other newspapers, magazines and journals in the electronic 
database in the CUHK Library. Moreover, supplementary news for the listed 
companies come from the information provided by Wardley Data Services Limited 
and HSBC Broking (Data Services) Limited, which are doing business in providing 
comprehensive information on listed companies in Hong Kong. 
2. Selection of Company 
32 companies, which are selected according to the information provided by 
Wardley Data Services Limited and HSBC Broking (Data Services) Limited, are 
categorized into 3 industrial groups which are property, conglomerate and retail. 
3. What is Panel Data? 
According to Badi H. Baltagi, Econometric Analysis of Panel Data. John Wiley 
& Sons，1995，panel data refers to “the pooling of observations on a cross-section of 
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households, countries, firms, etc. over several time periods." Laszlo Matyas and 
Patrick Sevestre，in their book The Econometrics of Panel Data, Kluwer Academic 
Publishers, 1996 Second Revised Edition, explained panel data set, which is also 
called a longitudinal survey, is one in which a given set of individuals is repeatedly 
sampled at different points in time. The observations in the model possess a double 
dimension which is including cross section and time series. Therefore panel data 
regression differs from a regular time-series or cross-section regression in which a 
double subscript which indicates these two dimensions on its variables, i.e. 
兄.广=a + X\tP + u.^ 1=1,...，N; t二1，...,T 
Where i is for the section, t is for the time period and is the random section effect. 
3.1 Benefits of using Panel Data 
1. To provide larger number of observations in panel data, more informative data, 
more variability, more degree of freedom and more efficiency. 
2. To alleviate the problem of multicollinearity among variables. When the 
explanatory variables vary in two dimensions they are less likely to be highly 
correlated. 
3. To identify and measure effects that are simply not detectable in pure cross 
section or pure time series data. Some researchers argued that cross section data 
reflect long-run behavior, while time series data emphasize short-run effects. 
Moreover，cross-sectional distributions that look relatively stable, but hide a 
multitude of changes. So panel data can formulate and estimate a more general 
and comprehensive dynamic structure. 
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4. To eliminate or reduce estimation bias. For instance, a simple production model 
in which output is explained in terms of capital, labor, managerial ability but the 
last variable is non-observable. If a regression is run on a pure cross section of 
firms, the estimates of the factor elasticities are biased, since the most important 
variable-managerial ability has been omitted. In panel data analysis, the variable 
of managerial ability can be assumed to be constant through time thus eliminate 
the bias in the elasticity estimates. 
To control individual heterogeneity. Researchers suggest that individuals, firms, 
states or countries are heterogeneity. Time series and cross-studies not controlling for 
this heterogeneity run the risk of obtaining biased results. For example, 
Hajivassilious (1987) who studies the external debt repayments problem using a panel 
of 79 developing countries observed over the period 1970-82. Actually these 
countries differ in terms of their colonial history, their financial institutions, their 
religious affiliations and political regimes. All of these country-specific variables 
affect the attitudes that these countries' attitudes towards borrowing and defaulting 
and the way the lenders treat them. The result should be serious misspecification if 
this country heterogeneity is not addressed in the model, however using panel data 
could eliminate this kind of bias. 
3.2 Limitations of using Panel Data 
Panel data survey likes other surveying methods involves many typical 
limitations in design and data collection problems such as problems of incomplete 
information, nonresponse，coverage which is incomplete account of the population of 
interest etc. and results in a selection bias. 
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1. Problems of recall, in which the respondents do not remember correctly, and 
frequency of interviewing are major concerns in panel data analysis because 
collection of data is over a long period of time. 
2. Nonresponse is a more serious problem in panel data because subsequent waves 
of the panel are still subject to nonresponse. Respondents may die or move 
during the long time horizon in the survey, which is the problem of attrition. 
3. Typical panel data involves annual data covering a short span of time for each 
individual. This means that the models rely crucially on the number of 
individuals tending to infinity. Increasing the time span of the panel is not 
without cost either. In fact, this increases the chances of attrition and increases 
the dependent variable panel data models. 
4 Multiple regression analysis 
4.1 What is multiple regression model? 
In this research paper, we set up two bunches of multiple regressions in which 
stock prices are regressed on financial ratios and macro-economic factors respectively. 
However, due to the availability of financial ratios being limited to be annual data and 
the necessity to keep the degree of freedom high enough to minimize the bias in our 
regressions, we use panel data in the multiple regression of stock prices regressing on 
company financial ratios. So that these multiple regressions are set up by industries 
not companies while those multiple regressions of stock prices regressing on 
economic factors are done by individual companies. 
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We set up our multiple regression models by using Microsoft Excel, with 
reference of Levine, Berenson and Stephan, Statistics for Managers Using Microsoft 
Excel Prentice Hall, 1997, instead of using SAS，SPSS，MINITAB, or Lotus 1-2-3. 
Although there are many other spreadsheets programs that can perform statistical 
analysis, we choose to use Microsoft Excel in this case because it provides extensive 
capability in statistics, and its availability on a variety of personal computer operating 
systems. 
Regression analysis is used primarily for the purpose of prediction. The goal in 
regression analysis is the development of a statistical model that can be used to 
predict the values of a dependent or response variable based on the values of at least 
one explanatory or independent variable. Multiple regression models which involve 
several explanatory variables can be used to predict the value of a dependent variable. 
The multiple linear regression model is expressed as: 
A ^ i . + " A . + …+ PpXpi + 
where P�二 Y intercept 
Pi = slope of Y with variable X^ holding variable X:, X 3 X p constant 
P2 = slope of Y with variable X�holding variable X ,^ X 3 X p constant 
p3 = slope of Y with variable X3 holding variable X!，X: X*..., Xp constant 
Pp = slope of Y with variable Xp holding variable X!, X2 X3..., Xp.^  constant 
Gi = random error in Y for observation i 
In this model, the slope of the line P^  represents the expected change in Y per 
unit change in X. It simply indicates either positive or negative relationship between 
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X and Y. The coefficient of determination (R^) measures the proportion of variation 
that is explained by the independent variable in the regression model. For instance, 
R2 is 0.913, therefore, 91.3% of the variation in the dependent variable can be 
explained by the variability in the independent variables. Only 8.7% of the sample 
variability in the dependent variable can be explained by factors other than what is 
accounted for by the linear regression model. 
4.2 Assumptions of multiple regression 
Multiple regressions are used in this research and we have made assumptions 
under the model but these assumptions may not hold true in reality. There are six 
assumptions'^ in the multiple regression models and all of them are listing as follows: 
1. The mean value of // 丄，which are the disturbances, conditional upon the given X” 
is zero. 
2. No autocorrelation between the fi，s, which means that, given X! the deviations 
of any two Y values from their mean value do not exhibit systematic pattern. 
3. Homo scendlasticity or equal variance of (i �which means that the Y populations 
corresponding to various X vaules have the same variance. 
4. Zero covariance between ji and X ,^ which means that the disturbance ji and 
explanatory X are uncorrelated. 
5. The regression model is correctly specified which implies no specification bias 
or error incurred. 
6. No collinearity between the X variables. No collinearity means none of the 
explanatory variables can be written as liner combinations of remaining 
explanatory variables. 
4 Gujarati, Damodar N. Basic Econometrics. Singapore: McGraw-Hill Book Co.，1988. 
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In our multiple regression models, we believe there are correlations among 
financial statement ratios and among economic performance indices，so that the 
results of regressions are not as good as what we expected. 
5. Financial Ratio Analysis 
In Eve Harvey, Practical Introduction to Equity Analysis. Euromoney 
Publications PLC, 1996, financial ratio analysis is explained in one of the principle 
methods used to interpret company account and to draw a meaningful picture of a 
company's affairs from the available financial information in company financial 
statements. It is very useful in interpreting a company's past and current performance 
and in predicting its future performance. Basically, with thoroughly discussions and 
elaborations in Pamela P. Peterson and Frank J. Fabozzi, Analysis of Financial 
Statements. Frank J, Fabozzi, 1999, financial ratios can be used to evaluate five 
aspects of operating performance and financial condition: 
1 • Return on investment 
2. Profitability 
3. Liquidity 
4. Financial Leverage 
5. Activity 
However, in this research report, we do not take activity ratio into account 
because it may not be very meaningful for some industries such as property industry 
and banking industry in which activity ratio cannot reflect the full picture of benefits 
generated by some kinds of assets, such as inventory and account receivable which 
are only minimal portion of total assets in these industries. Since activity ratio, 
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referring to turnover ratios, is used to evaluate the benefits produced by specific assets, 
such as inventory or accounts receivable or to evaluate the benefits produced by the 
totality of the firm's asset. 
Return on Equity (ROE), Net Profit Margin, Working Capital Ratio and 
Leverage ratio, in this research paper, are treated as capital structure indices of the 
firms, which affect the value of the companies, i.e. the share price, in the stock market. 
ROE is one of investment ratios which related specifically to shareholders, 
particularly investors in companies traded on the stock market. In "Practical 
Introduction to Equity Analysis" 1996, ROE is equal to that profit before interest and 
tax divided by shareholders' fiinds in book value. In "Analysis of Financial 
Statements" 1999, ROE, which is further discussed and decomposed into three parts, 
refers to the product of Net income/Sales (profit margin), Sales/Total assets (asset 
turnover) and Total assets/Shareholders' equity (financial leverage). The breakdown 
of ROE grants a closer look at the internal financial structures or situations of the 
companies. By the definition in Data Stream, which is the source of data in this 
research paper, ROE is earned for ordinary divided by equity capital and reserves 
minus total intangibles. Earned for ordinary is the net profit after tax, minority 
interest, pre-acquisition profits and preference dividends attributable to ordinary 
shareholders. Equity capital and reserves is total shareholders' equity as stated by the 
company less any preference capital. Total intangibles include research and 
development, goodwill, patents, trademarks, deferred charges, formation expenses 
and concessions. In general, ROE is the ration of net income shareholders receive to 
their equity in the stock; for instance, ROE is 20% which means that shareholders 
earn 20% from their investment that is measured in book value terms. 
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Defining by "Practical Introduction to Equity Analysis" 1996, Net Profit 
Margin is a profitability ratio, which is equal to profits before tax divided by sales. 
However, profit margins may vary widely from industry to industry. It is because 
there are many forms of profit such as Profit before Interest and Tax, Pre-tax Profit, 
Post-tax Profit and net income and calculation methods in different industries may not 
be consistent. Although both the gross profit margin and the operating profit margin 
reflect a company's operating performance, they do not consider how these operations 
have been financed. To evaluate both operating and financing decisions, we need to 
compare net income which is earnings after deducting interest and tax with sales. Net 
Profit Margin by the definition of Data Stream is profits after tax divided by total 
sales, which match the definition we mentioned previously. 
Working Capital Ratio in Data Stream is defined as total current assets divided 
by total current liabilities. From the definition, Working Capital Ratio is exactly the 
same as Current Ratio in "Practical Introduction to Equity Analysis" (1996) and 
"Analysis of Financial Statements" (1999) so Working Capital Ratio is taken as 
Current Ratio which reflects the liquidity in a company. Liquidity reflects the ability 
of a firm to meet its short-term obligations using those assets that are most readily 
converted into cash. Asset that may be converted into cash in a short period of time 
are referred to liquid assets or current assets and current assets are often referred to 
working capital. The current ratio is used to compare assets which will be realized 
into cash as part of the company's normal working capital cycle with liabilities which 
should be paid during that cycle. 
To assess a company's long-run solvency，Leverage Ratio is used. It is total 
external liabilities divided by net worth which is the value in a company that is owned 
by the shareholders, made up of the amount paid on initial issue of shares, plus any 
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profits that have been made but not distributed to shareholders by way of dividend. 
Indirectly, it is a measure of a company's ability to raise additional capital in the 
future, whether via additional bank debt or even new share capital. Since Leverage 
Ratio cannot be obtained in Data Stream directly, we would use total debt divided by 
equity capital and reserves whereas total debt is the total of all long and short term 
borrowings which are external liabilities，and equity capital and reserves is total 
shareholders' equity as stated by the company less any preference capital. 
6. Economic Factor Analysis 
As general economic factors, Consumer Price Index (Composite), 
unemployment rate and prime rate are used in analysing the relationship between 
stock prices and domestic economic factors. Consumer Price Index (Composite) is a 
primary indicator of inflation in Hong Kong and prime rate indicates the inter-banks 
interest rates and financial cost of investment for customers. Inflation rate, 
unemployment rate and interest rate definitely influence the current and future 
economic situations, therefore they are believed to affect the stock market in the way 




]Results of Multiple Regression (By Individual Company) of the Stock Price^ and 
Macro economic factors 
1.1 R2, Coefficients of variables and F-statistic 
TABLE 1 
RESULTS OF MULTIPLE REGRESSIONS IN CONGLOMERATE SECTOR' 
^ Coefficients F-Test 
CPI Prime Rate Unemployment 
Hwa Kay Tai 0.9344 -0.3553 0.7839 -1.0340 507.75 
(-26.01) (5.09)* (-6.34) 
Lai Sun Garment 0.8685 0.0123 -1.0855 -1.1632 235.61 
(1.86)* (-14.57) (-14.74) 
Citic Pacific 0.7846 0.7468 -1.7818 -4.7783 129.90 
(19.64)* (-4.16) (-10.52) 
Sime Darby 0.7770 0.0597 -1.5956 -1.6409 124.31 
(5.08)* (-12.06) (-11.71) 
Hutchison 0.7630 0.9057 -1.1754 3.2404 114.81 
(11.79)* (-1.36) (3.53)* 
WingOnlnt'l 0.6968 0.0596 -0.9859 -2.0980 81.95 
(4.07)* (-5.97) (-12.00) 
Swire Pacific A 0.6380 1.0279 -5.1509 -7.1357 62.85 
(13.17)* (-5.84) (-7.65) 
Chevalier Dev 0.5871 0.0036 -0.0266 -0.1747 50.71 
(2.59)* (-1.67) (-10.38) 
Wheelock&Co 0.5838 0.2761 -1.9007 -2.5167 50.03 
(10.71)* (-6.52) (-7.97) 
Wharf Hldg 0.5743 0.4512 -3.7140 -3.5352 48.12 
(10.18)* (-7.44) (-6.68) 
rtWVVWVWVWWWWWWWWWWVWWVWWWWWWWWWVWWVWVWWWBVWVWBVWWWWWWWWWWWWWWVVVVWVWWWWWWWWWVVWWWWWWVWWWWVWWWVWWWWVWWWWWWWWWWWWyWW 
Notes: ( ) = t-statistics 
* = with 0.10 level of significance 
5 stock prices in section IV (1) are monthly average stock prices obtained by averaging the daily stock prices 
quoted from Data Stream 
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TABLE 2 
RESULTS OF MULTIPLE REGRESSIONS IN PROPERTY SECTOR'  
CPi Prime Rate Unempioyment 
Hysan 0.7057 0.3917 -2.7369 -3.6837 85.51 
(13.74)* (-8.52) (-10.82) 
Cheung Kong 0.7009 1.0318 -2.1557 0.2864 83.57 
(12.18)* (-2.25) (0.28) 
LaiSunDev 0.6884 0.0648 -0.6392 -1.3623 78.79 
(7.23)* (-6.32) (-12.72) 
New World Dev 0.6784 0.7474 -2.2908 -6.0508 75.34 
(14.81)* (-4.03) (-10.04) 
Henderson Land 0.6769 1.1860 -2.610 -5.7966 74.72 
(14.49)* (-2.83) (-5.93) 
Amoy Properties 0.6753 0.1008 -1.1779 -0.6818 74.17 
(11.01)* (-11.41) (-6.23) 
Sun Hung Kai 0.6717 1.4058 -4.4317 -4.9385 72.97 
(13.72)* (-3.84) (-4.04) 
Hopewell 0.6574 0.1416 -4.2302 -5.1983 68.44 
(2.96)* (-7.86) (-9.11) 
Hang Lung Dev 0.6508 0.1840 -1.3931 -1.6840 66.48 
(11.93)* (-8.01) (-9.14) 
Sino Land 0.6305 0.1144 -0.9405 -1.0128 60.85 
(11.20)* (-8.17) (-8.30) 
Great Eagle 0.5959 0.2639 -3.0358 -3.3320 52.60 
(7.97)* (-8.13) (-8.43) 
. � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � ^ � � ^ ^ ^ 
Notes: ( ) = t-statistics 
* = with 0.10 level of significance 
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TABLE 2 
RESULTS OF MULTIPLE REGRESSIONS IN RETAILS SECTOR' 
、、、、、、、、、、、、、、、、、、、、、、供、、、、、、、、、…、、、、、、、、、、、…、^^ 
^ Coefficients F-Test 
CPI Prime Rate Unemployment 
Sincere 0.8618 -0.0081 -0.2482 -0.1800 222.34 
(-5.03) (-13.63) (-9.33) 
Jusco 0.8322 0.0629 -0.4173 -0.3298 110.76 
(12.76)* (-9.23) (-16.81) 
Wing On Co. 0.8193 0.0265 -1.0324 -1.5631 161.74 
(2.92)* (-10.08) (-14.40) 
Chow Sang Sang 0.7390 0.0075 -0.3552 -0.2359 101.01 
(3.02)* (-12.76) (-8.00) 
King Fook 0.7004 -0.0016 -0.0392 -0.1019 83.37 
(-1.80) (-3.85) (-9.44) 
N P H Int'l 0.5983 0.0006 -0.0036 -0.1274 46.17 
(0.34) (-0.17) (-9.53) 
Bossini 0.5508 0.0618 -0.5421 -0.1919 28.61 
(7.89)* (-7.75) (-6.15) 
Dickson Concept 0.4721 0.2076 0.0440 -4.0798 31.89 
(5.90)* (0.11) (-9.71) 
Esprit 0.4015 0.0588 -0.9994 0.3849 15.43 
(2.48)* (-4.70) (4.09)* 
Joyce Boutique 0.3337 0.0128 -0.0408 -0.3504 17.86 
(2.96)* (-0.84) (-6.79) 
Giordano 0.2570 0.0813 -0.9429 -0.1846 11.41 
(4.91)* (-4.96) (-1.12) 
Notes: 0 = t-statistics 
* = with 0.10 level of significance 
According to the above tables, we can see that the R Squares of retail sector 
have the broadest range from 0.2570 to 0.8618, while those of the property sector 
have the narrowest range from 0.60 to 0.71. Generally all macroeconomic factors do 
a good job in explaining the variation of the stock price in the retails sector exclude 
outlier-Giordano. We can conclude that around 60% to 70% of the variation in 
property stock price can be explained by the our multiple regression model — adjusted 
by number of predictors and sample size, and by coefficients CPI (XI), prime rate 
(X2), and unemployment rate (X3) in this sector. While those of the conglomerate 
sector were 57% to 93%, and those of retail sector were 26% to 86% in which the 
broad range can tell the existence of outliers. 
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To determine whether there is a significant relationship between the dependent 
variable - stock price (Y), and the set of explanatory variables - CPI (XI), prime rate 
(X2)，and unemployment rate (X3), the null and alternative hypothesis are set up as 
follows: 
Ho: yS 1 二 2 = 3 二 0, i.e. no linear relationship between the dependent variable 
and the explanatory variable 
Hi : At least one /5j 0 , i.e. at least one regression coefficient is not equal to 0 
By choosing a significance level of 0.05, we found out that the critical value of 
conglomerate sector and property sector on F distribution (with 3 and 107 degrees of 
freedom) is in between 2.68 and 2.76，and, in average，that of retail sector (since some 
of the companies we studied have shorter history, and therefore, they have different 
degrees of freedom) is around 2.76. As a result, we can reject H。，and concluded that 
at least one of the explanatory variables (CPI, prime rate, and unemployment rate) is 
related to the stock prices in all sectors. In general, holding other coefficients 
constant, CPI has positive linear-relationship with stock price, while prime rate and 
unemployment rate are negatively related to stock price. 
1.2 Correlation Among the Macroeconomic Factors 
TABLE 4 
CORRELATION MATRIX FOR CPI (COMPOSITE), PRIME RATE AND 
UNEMPLOYMENT' 
CPI Prime rate Unempjpy扭视班? 
"CPI - '672973 0.6452 
Prime rate 0.2973 - 0.2845 
Unemployment rate 0.6452 0.2845 -
9 Appendix 3 
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From table 4，we observe the correlation between CPI and prime rate is 0.2973, 
representing a weak positive association between them. The correlation between 
prime rate and unemployment rate is 0.2845，which also implies a relatively weak 
positive correlation. In addition, we note that the correlation between CPI and 
unemployment rate is 0.6452 which means these two variables are moderately 
positively correlated. 
2. Results of Multiple Regressions fBy Sectors�of the Stock Price^" and Financial 
Statement Ratios 
2.1 R2, Coefficients of variables and F-statistic 
TABLES 
RESULTS OF MULTIPLE REGRESSIONS IN CONGLOMERATE, PROPERTY 
AND RETAIL SECTOR" 
^ ^ � � � � � � � � � � � � � � � � � � � � � � � � � � � • ^ � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � ^ ^ ^ 
^ Coefficients F-Test 
ROE N e t p i ^ Working Leverage % 
margin % capital ratio 
Conglomerate 0.1293 0.0035 -0.0119 -6.1270 -5.6994 2.0411 
Property 0.3478 1.7330 0.0056 -1.6626 -0.0740 8.1325 
Retail 0.1686 -0.0395 0.1416 0.1778 -0.0430 3.09224 
A、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、^  
With the reference of the above table, we can see that the R squares of all three 
sectors are relatively small. We can conclude that stock prices in different sectors are 
not much explained by the four explanatory variables. Due to the considerably low R 
squares in all of three selected sectors, the reliability of our models is suspicious. 
10 Stock prices in section IV (2) are monthly average prices obtained by averaging the daily stock prices 
of the month when annual report results are announced, quoted from Data Stream 
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Ho： 1 = 32 二 3 二 4 = 0, i.e. no linear relationship between the dependent 
variable and the explanatory variable 
Hi : At least one / 5 �0 , i.e. at least one regression coefficient is not equal to 0 
Testing the above hypothesis, we can say that in the property and retail sector, 
at least one of the explanatory variables is related to the sector's stock price. Both the 
two sectors have same F critical values of around 2.53 (4 and 61 degrees of freedom). 
And therefore, H � i s rejected meaning that in the two sectors, at least one regression 
coefficient is not equal to 0. 
In the conglomerate sector, the F-statistics is slightly less than the critical value 
(with 4 and 55 degrees of freedom) which is around 2.53 to 2.61, therefore, we have 
to accept Ho In this conclusion，no linear relationship between the dependant variable 
(stock price) and the explanatory variables (ROE, net profit margin, working capital 
ratio and leverage ratio) in conglomerate sector. 
2.2 Correlation among the Micro-economic Factors 
TABLE 6 
CORRELATION MATRIX IN CONGLOMERATE SECTOR^' 
、、、、、、、、、、、、说、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、^^^ 
ROE Net profit margin Working capital ratio Leverage 
ROE - 0.8182 0.1125 -0.3156 
Net profit margin 0.8182 - 0.0150 -0.4151 
Working capital ratio 0.1125 0.0150 - -0.0157 
Leverage -0.3156 -0.4151 -0.0157 -
、、、、、、、、、、、、、、、、、、只、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、^ 
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TABLET 
CORRELATION MATRIX IN PROPERTY SECTOR'' 
ROE Net profit margin Working capital ratio Leverage 
ROE - 0.5032 0.5200 -0.1720 
Net profit margin 0.5032 - 0.4287 0.0323 
Working capital ratio 0.5200 0.4287 - -0.0238 
Leverage -0.1720 0.0323 -0.0238 -
、、、、、、、、、、、、、、、、、总、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、、^^^ 
TABLES 
CORRECTION MATRIX IN RETAIL SECTOR'^ 
ROE Net profit margin Working capital ratio Leverage 
ROE : 0T75T 0?i622""" -03093 
Net profit margin 0.7754 - 0.2227 -0.2402 
Working capital ratio 0.1622 0.2227 - -0.3197 
Leverage -0.3093 -0.2402 -0.3197 -
From the above tables, ROE in all sectors have a strong positive relationship 
with net profit margin, except that of property sector, which has only a moderate 
positive relationship. As for ROE and working capital ratio, it only appeared with a 
moderate positive relationship in property sector, while in the other two sectors, the 
relationship is positively weak. ROE has a negative relationship in all three sectors 
with leverage ratio, but the tie is rather weak too. 
The relationship of net profit margin on working capital ratio seems to be 
strongest in property sector, but still, the relationship is moderately positive. And in 
conglomerate sector, there is virtually no correlation. But conglomerate sector shows 
a moderate negative relationship between net profit margin and leverage ratio while 
relationship on the other two sectors are small. 
Retail sector has a weak negative relationship between working capital ratio 
and leverage ratio and the other sectors likely have no correlation on the relationship. 
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1. Summary of findings 
By the findings, several conclusions can be drawn from our models. Firstly, the 
proportion of variation in stock price is explained by CPI, prime rate and 
unemployment rate significantly in property and conglomerate sectors, while the 
degree of all independent variables explaining the variation of stock price varies a lot 
in the retail sector. Secondly, at least one of the explanatory variables, which is CPI, 
prime rate or unemployment rate, in the all three sectors is related to the stock price. 
The linear relationship between stock price and CPI is less significant while compares 
to that between prime rate and unemployment rate respectively. Thirdly, CPI is 
positively related to and both unemployment rate and prime rate are negatively related 
to the stock price. Fourthly, correlation between CPI and unemployment rate is fairly 
significant, while the correlation between other macroeconomic factors is 
insignificant. Fifthly，financial statement ratios, which include ROE, net profit 
margin, working capital and leverage ratio, do not explain substantial variation in 
stock price. Sixthly, the linear relationships between the stock price and the financial 
statement ratios among all sectors excluding conglomerate sector do exist. Seventhly, 
correlation between ROE and net profit margin among all sectors is strong. 
i 
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2. Discussion of the impact nf economic factors on the stock price 
Our findings match the study from Abdullah Dewan A and Hayworth Steven C 
and another study from Oystein Gjerda and Frode Saettem in which the stock return is 
positively related to inflation and is in negative relationship with interest rate, 
moreover the result matches what is predicted by the prevailing economic theory. 
Prime rate in our models is negatively related to the stock price because future 
earnings of business are determined by economic factors undoubtedly whereas stock 
price is the fiature earning to the shareholders discounted by a selected discount rate 
which may be interest rate or weighted average cost of capital (WACC)^l 
Nevertheless, interest rate affects the cost of investment, the higher interest rate, the 
higher cost of investment. So that less investment now brings fewer revenues in the 
future, which impacts on future earnings to shareholders. Therefore people concern 
about the amount of cash flow in a company because that is an internal source of fund 
for companies to do investments. Unemployment rate also has negative relationship 
with the stock price whereas unemployment rate seems to be an overall indicator of 
showing the growth of the economy and it is accelerated whenever the economy goes 
downturn or when recession occurs. In general, stock market tanks when there is a 
recession in the economy. Positive relationship between CPI and stock price is 
concluded in our model but the relationship is not significant actually because of the 
low inflation rate from 1994 to 1999 in Hong Kong on one hand. On the other hand, 
Hong Kong stock market is likely driven by U.S. stock market which is affected by 
U.S. domestic inflation rate, therefore less impact of domestic inflation rate is 
imposed upon the Hong Kong stock market. Far from our expectation, no linear 
15 WACC= [Vd/(Vd+Ve)]rd( 1 -T)+[Ve/(Vd+Ve)]re where Vd is the market value of debt，Ve is the market value 
of equity, rd is the cost of debt capital, re is cost of equity capital and T is the margining tax benefit of interest. 
I 
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relationship between inflation rate and the stock price in property market is concluded 
but it can be explained by the prolonged low inflation rate in Hong Kong. Inflation 
rate brings the impact to the stock market in the way of influencing the nominal 
interest rate. Hong Kong interest rate is driven by the U.S. interest rate due to the 
packed exchange rate, although inflation rate affects the nominal interest rate directly 
and the fluctuation of nominal interest rate impacts on stock market severely. It is 
also the main reason in explaining the low correlation between CPI and prime rate in 
Hong Kong but the correlation between them is expected to be high. 
i 
3 Discussion the impacts of financial statement ratios on the stock price 
Although the relationships between the financial statement ratios we selected 
and the stock price are observed, the considerably low R^s imply that those financial 
statement ratios cannot explain much about the stock price, which also means the 
model is not reliable in a way of explaining stock price by financial statement ratios. 
The stock price is likely related with the selected financial statement ratios which 
maybe because of coincidence or random walk errors. Besides, we look into two 
controversial areas in order to make a reasonable conclusion in our findings. 
The selection of financial statement ratios is controversy because different 
ratios share the same or similar functions in analyzing a company by financial 
statements on one hand. For instance, gearing ratio, leverage ratio, quick asset ratio 
and current ratio, all of them are used to assess either long-term solvency or short-
term liquidity of a company. For investment ratios, other than ROE, we can choose 
earnings per share, dividend per share, cash flow per share etc. to examine the 
performance of the investment and to assess the likely future performance. In our 
study, we only select one out of all ratios of return of investment, profitability, 
« 
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liquidity and financial leverage. Those ratios in our model may not be good in 
assessing financial position for all companies, but may be bad to the others actually. 
For instance, quick asset ratio is the current assets excluding inventory divided by the 
current liability and current ratio is the current assets divided by current liability. In 
some industries such as retail, manufacturing etc, quick asset ratio is more meaningful 
than current ratio because inventory is substantial in the total current assets. 
On the other hand, the validity of financial statement ratios is controversy so far; 
some scholars are suspicious in the explanatory ability of financial statement ratio. 
The financial statement ratios are calculated for a point in time-the balance sheet date, 
thus they are static measure and do not reflect all information we want to know from 
implications of them. For example, the implication is that higher values for the 
current and quick ratios are usually the result of a greater commitment of resources to 
less liquid forms of working capital. Whereas current and quick ratios are not able to 
reveal this commitment, we believe that analysis of liquidity from operation cash flow 
coverage makes more sense in assessing the liquidity. Think of cash as the net 
outcome of the activities of a business. When a firm functions efficiently, cash moves 
smoothly through the ordering of material and labor to produce products, to the 
manufacturing and warehousing of finished products, to the selling of products on 
credit, and finally to the collecting of outstanding accounts. In this stable 
environment, management concerns itself with what to do with residual cash. We 
believe these controversies help us interpret our findings in which the financial 
statement ratios cannot explain a reasonably substantial proportion of variation of the 
stock price. Besides, actually we try to eliminate either ROE or net profit margin, 
both is highly correlated, in our model and regress the stock price on individual ratio 
as well, however, the results are even worse. So that the explanatory ability of those 
i 
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selected financial ratios contributes very minimal in the explaining the variation of the 
stock price. 
4 Limitations on our model 
4.1 Outlier Problems 
Since free cash flow analysis is prevailing in the second half of last decade, we 
would like to study the explanatory ability of free cash flow in the stock price. Free 
cash flow is the earnings before interest, tax, depreciation and amortization (EBITDA) 
deducted capital expenditure for maintenance. However, EBITDA is an absolute 
amount in million dollars or even billion dollars which would be the outlier if we put 
it together with other financial ratios in our model. Moreover, capital expenditure for 
maintenance is hardly figured out in the financial statements. Without the variable of 
free cash flow or related ratios, we believe that the explanation ability of our model is 
j 
reduced. 
4.2 Average stock price in the month of announcing annual reports 
We use the monthly average of stock price in the month of announcing the 
annual report because the companies do not determine one date for annual report 
announcement but they keep announcing their annual reports in the same month for 
every year. However, the fluctuation of stock price due to the announcement of the 
company's performance maybe diluted if we only use the monthly average instead of 
the stock price 
• 
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4.3 Using of annual data 
Panel Data is used in this research due to the limited availability of financial 
statement ratios. Whereas financial statement ratios are derived from the annual 
financial statements of a company, data is limited to be annual data. Since we study 
the relationships between the stock prices and the financial statement ratios, and the 
stock prices and the economic performance indices respectively between 1994 and 
1999，in this period of time, not sufficient financial ratios by individual company can � 
1 
be used in setting up regression model. Stating in the Central Limit Theorem, as the 
sample size gets large enough, the sample size is at least 30，and the sampling 
distribution of the mean can be approximated by the normal distribution. So that we 
pool all financial ratios of 10-11 companies in one industry as a panel of data, which 
consists more than 30 financial ratios of different companies from one industry. 
Eventually we can interpret our results of regression by F-statistics, Z-statistics and t-
statistics. However, as we mention in the methodology, limitations of panel data does 





FURTHER DISCUSSION ON NOWADAYS PHENOMENA 
1 • Green span's Theory 
Alan Greenspan, the chairman of the United States Federal Reserve Board has 
made an argument that today's technological innovation and improved efficiency can 
ignite inflation. Strong productivity growth raises the outlook for corporate profits, 
which drives the stock market higher. That is, how the run-up on Wall Street is 
correlated to greater consumer spending and an increase in demand for goods and 
services. As equity prices soar, people feel wealthier, and that encourages them to 
continue wild spending. Some economists criticize that Greenspan was placing too 
much focus on the tension that soaring stock prices might arouse in the economy, and 
too little emphasis on the advantages of low employment, low interest rates and 
steady growth. However, Greenspan's worry is understandable because, as a result, 
the wealth effect caused by a rising stock market boosts consumption right away, 
which, at the same time, accelerate the inflation rate right away. Moreover the 
economy is growing too fast for its own good, and one will risk skidding that is out of 
control. Causal relation between economic performance and stock price is a 
prolonged debate in the prevailing studies, in which people query whether or not the 
inflation rate influences the movement of stock price. In this phenomenon in US, the 
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extent and the result of soaring stock market leading to high inflation rate and 
extremely over-heated economy is an interesting study topic. 
2. The Fever of Internet/ Technology/Concept Stock 
Internet stocks are new kind of business that defies old rules of industrial 
capitalism, a business with capital requirements in which everything — winners, losers, 
the future — can change in an eye blink. When people buy ordinary stock, they are 
just buying a stream of future cash flows. By discounting the stocks to the present 
value, that is how much they worth now. However, that is not the case of Internet 
stocks because their futures are too uncertain. Most importantly, they have a rather 
short history, and therefore, it is impossible to view them with the past performance of 
stock prices and earnings of the company, and unable to evaluate them in terms of 
capital structures and financial ratios. 
Harmon(1998) listed a few elements that are important to consider when 
valuing Internet stocks: 
1. Management — better managers can help better leveraging the company 
2. Barriers to entry — duplicating a company's plan on the Web is not as easy as 
people think of 
3. Timing - the perfect product at wrong timing is useless 
4. Access to capital - money buys the sales and marketing force, the management 
talent, the development folks, and the market presence to make an Internet 
startup successful and visible 
5. Ratios and percents - there are numerous ways to value a company — one is to 






1. Other methodologies , 
With the reference of "Macroeconometrics of stock price fluctions" (1993) 
from Abdullah Dewan A and Hayworth Steven C, we can consider to employ a 
constant coefficient unconstrained linear VAR (Vector Autoregress) model in this 
empirical analysis. In regression analysis involving time-series data, if the regression 
model includes not only the current but the lagged (past) values of the explanatory 
variables (the X，s), whereas, if the model includes one or more lagged values of the 
dependent variable among its explanatory variables, it is called an autoregressive 
model. Thus, 
The VAR analysis is motivated primarily by the fact that the technique forgoes 
many priori spurious structural restrictions and works with unrestricted dynamic 
representations of the data. The model assumes that the contemporaneous 
correlations of errors across equations are nonzero. Because there are no 
contemporaneous explanatory variables in the model, these error terms may be 
exploited as a potential source of information about the movements of a variable in 
the current period. The VAR technique allows one to capture the regularities in the 
M 
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stochastic process and thereby gain insights into the channels through which the 
model variables interact with each other. 
State space procedure, which is a new econometric approach to examining 
causal relationships and is modified from VAR, can be used to test for the best 
relationship among the independent and explanatory variables. The advantage is that, 
like VAR, no priori assumption about variable relationships is made beforehand, but 
relies upon the data identifying causal relationships. A second advantage is that it can 
be used to obtain the minimum number of parameters necessary to span the state 
space of the time invariant linear relationship which best describes a given set of 
observations. 
2 Other Ratios with same or similar meanings 
ROE, net profit margin, working capital ratio and leverage ratio are chosen in 
our model, actually we can consider to replace the selected ratios in our model by 
other ratios which share the same functions. For instance, gearing ratio is used 
instead of leverage ratio and ROE can be replaced by earnings per share, dividend 
yield or dividend cover. Moreover, we can use efficiency ratios that measure how 
efficiently the assets are being used, which do not include in our model, such as 
inventory turnover, debtors turnover and creditors turnover. Since free cash flow is 
believed to be crucial in the variation of stock price, we can make up some ratios 
which are meaningful for us to examine the variation of stock price accordingly, for 
instance, EBITDA/assets, free cash flow/assets, operation cash flow/number of share 
outstanding, dividends per share/free cash flow per share, interest expenditure/free 
cash flow etc. 
M 
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T Other indices 
Either GDP or GNP is the best indicator of the performance of overall economy, 
so they are worth putting in our model. Besides, there are also other valuable indices 
by which we are also able to study the overall economy, for example, GNP/GDP per 
capita, invisible and visible trade balance in balance of payment, and producer price 
index etc. 
1 I 
4. A new standard: Sustainability ^ 
It is becoming increasingly fashionable to analyse companies by a different 
standard: the extent to which they are sustainability driven. This means investment 
should meet the “needs of the present generation without compromising the ability of 
future generations to meet their own needs" which implies that sustainability 
companies take account of social and environment factors as well as purely financial 
considerations in managing their business. Nowadays, many managers and investors 
believe that sustainability can produce long-term shareholder returns. The 
prominence of sustainability is shown by Dow Jones Sustainability Group Indexes 
(DJSGI), which is launched in September 1999 with a market capitalization of 
US$4.3 trillioni6 and is the world's first global sustainability indices. The 
sustainability performance is kind of qualitative information which is determined 
I 
from an extensive questionnaire where companies are scored on various criteria. 
These range from asking how many nationalities a company has on its board of 
directors to the questions about what companies have done to prepare for Y2K and 
j 










investment is to increase long-term shareholder value. The concept is being marketed 





CHAPTER V i n 
CONCLUSION 
I 
The considerably high explanatory ability of economic indices to the variation | 
of Hong Kong stock price, which is consistent with the previous studies in other 
economies, is concluded, whereas they are closely related excluding the inflation rate. 
However, the financial statement ratios cannot explain much about the variation of 
Hong Kong stock price by the incredibly low coefficients of determination in all 
models. By these results, we cannot conclude that there is a relationship between the 
variations of stock price and the financial statement ratios. No conclusion is come up 
because of three reasons we believe. The first one is what we discuss in Part V: 
Discussion, the financial statement ratios have their shortcomings in evaluating a 
company due to the limited disclosure of necessary information. The second reason is 
that there is probably fault in our model; this empirical analysis may be more 
meaningful if the analysis is conducted by other models instead of the multiple 
regression models with panel data. The third reason is that the financial statement 
ratios are only meaningful in comparison between companies or between companies 
and the overall industries. So far, we agree with some analysts that intrinsic valuation 
method is a good way in analysing securities because it takes the future growth, which 
indicated by how much cash the companies have currently for investment, into 
account while analysts evaluate the value of companies. 
M 
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APPENDIX 1 (Page 40-73) 
RESULTS OF MULTIPLE REGRESSION (BY INDIVIDUAL FIRMS) IN 
COGLOMERATE, PROPERTY AND RETAIL SECTORS 
1. Conglomerate Sector 
1.1 Chevailer Development International Ltd. P. 42 
1.2 CITIC Pacific Ltd. P 43 
1.3 Hutchison Whampoa Ltd. P. 44 
1.4 Hwa Kay Thai Holdings Ltd. P. 45 
1.5 Lai Sun Garment (International) Ltd. P. 46 
1 • 6 Sime Darby Hong Kong Ltd. P. 47 
1.7 Swire Pacific Ltd. “ A" P. 48 
1.8 Wharf (Holdings) Ltd. P. 49 
1.9 Wheelock and Co. Ltd. P. 50 
1.10 Wing On International Holdings Ltd. P. 51 
2. Property Sector 
2.1 Amoy Properties Ltd. P- 52 
2.2 Cheung Kong (Holdings) Ltd. P 53 
2.3 Great Eagle Holdings Ltd. P 54 
2.4 Hang Lung Development Co. Ltd. P. 55 
2.5 Henderson Land Development P. 56 
2.6 Hopewell Holdings Ltd. P. 57 
2.7 Hysan Development Co. Ltd. P. 58 
2.8 Lai Sun Development Co. Ltd. P. 59 
2.9 New World Development Company Limited. P. 60 
2.10 Sino Land Co. Ltd. P. 61 
2.11 Sun Hung Kai Properties Ltd. P. 62 
( la 
41 
3. Retail Sector 
3.1 Bossini International Holdings Limited P. 63 
3.2 Chow Sang Sang Holdings International Ltd. P. 64 
3.3 Dickson Concepts (International) Ltd. P. 65 
3.4 Esprit Holdings Ltd. P. 66 
3.5 Giordano International Ltd. P. 67 
3.6 Joyce Boutique Holdings Ltd. P. 68 
3.7 Jusco Stores (Hong Kong) Co., Ltd. P. 69 
3.8 King Fook Holdings Ltd. P. 70 
3 . 9 N P H International Holdings Ltd. P. 71 
3.10 Sincere Co. Ltd. P. 72 : 

























































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































APPENDIX 2 (page 74 - 83) 
RESULTS OF m u l t i p l e REGRESSION (BY SECTOR) IN 
COGLOMERATE, PROPERTY AND RETAIL SECTORS 
1. Conglomerate Sector P•乃 
2. Property Sector P.，名 




















































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































CORRELATIONS OF CPI (COMPOSITE), PRIME RATE AND 
UNEMPLOYMENT RATE IN MULTIPLE REGRESSIONS 
CPI Prime rate 色〜 
所 ： ""2973 676452 
Prime rate 0.2973 - 0.2845 
85 
APPENDIX 4 
CORRELATIONS OF ROE, NET PROFIT MARGIN, WORKING CAPITAL 
RATIO AND LEVERAGE RATIO m MULTIPLE REGRESSIONS 
1. Conglomerate Sector 
ROE Net Profit Margin % Working Capital Ratio Leverage Ratio 
ROg i 0.818173166 0.112480961 -0.315586644 
Net Profit Margin % 0.818173166 1 0.014979014 -0.415125092 
Working Capital Ratio 0.112480961 0.014979014 1 -0.015678842 
Leverage Ratio -0.315586644 -0.415125092 -0.015678842 ^ 
2. Property Sector 
“ Net Profit Margin % Working Capital Ratio Leverage Ratio 
i 0.503190737 0.519500564 -0.171983159 
Net Profit Margin % 0.503190737 1 0.428694181 0.032255127 
Working Capital Ratio 0.519500564 0.428694181 1 -0.023808299 
Leverage Ratio -0.171983159 0.032255127 -0.023808299 ^ 
3. Retail Sector 
ROE Net Profit Margin % Working Capital Ratio Leverage Ratio 
i 0.775386254 0.162239065 -0.30925556 
Net Profit Margin o/o 0.775386254 1 0.222677127 •0.24021217 
Working Capital Ratio 0.162239065 0.222677127 1 -0.31969375 




Baltagi, Badi H. KcnnoTnetric Analysis of Panel Data. New York: John Wiley & 
Sons, Inc., 1995. 
Cheng, Hsiao. Analysis of Panel Data. Cambridge: Cambridge University Press, 
1986.‘ 
Greene, William H. Frnnnmetric Analysis. New Jersey: Prentice Hall 
International Inc., 1997. 
Gujarati, Damodar N. Rasir Fmnometric. Singapore: McGraw-Hill, Inc., 1988. 
Harvey, Eve. Prp^ctical TntroHnctinn to Equity Analvsis-Tntroduction to Egyity 
Analysis. London: Euromoney, 1996. 
Harvey, Eve. Practical TntroHiiction to Rgnitv Analvsis-FinanQial Statement 
Analysis. London: Euromoney, 1996. 
Harvey, Eve. Practical TntroHnction to Equity Analysis-Financial Ratio Analysis. 
London: Euromoney, 1996. 
Harvey, Eve. Prpintical TntroHnntinn to Equity Analvsis-Rqiiitv Valuation Models. 
London: Euromoney, 1996. 
Hooke, Jefferey C. s;prwitv Analysis on Wall Street. New York: John Wiley & 
Sons, Inc., 1998. 
Levine, David M., and Berenson, Mark L., and Stephan, David. StatMics for 
87 
Managers. New Jersey: Prentice-Hall, Inc., 1997. 
Matyas, Laszlo, and Sevestre, Patrick. The Kconometrirs of Panel Data. Dordrecht, 
The Netherlands: Kluwer Academic Publishers. 
Palepu, Bernard & Healy. Business Analysis and Valuation using financial statements. 
Ohio: South-Western College Publishing, 1996. 
Peterson, Pamela P., and Fabozzi, Frank J. Analysis of Financial Statements. New 
Hope, Pennsylvania: Frank J. Fabozzi Associates, 1999. 
Wessel, Robert H. Principles of Financial Analysis. New York: The Macmillan 
Company, 1961. 
Periodicals 
Abdullah, Dewan A., and Hayworth, Steven C. “Macroeconomics of Stock Price 
Fluctuations ” Quarterly Tournal of Business & Economics 32 (Winter 93): 50. 
Ajayi, Richard A. & Friedman，Joseph & Mehdian，Seyed M. “On the Relationship 
between Stock Returns and Exchange Rates: Tests of Granger Causality." Global 
Finance Journal 9 (1998): 241. 
Baumohl, Bernard. “Is that really you, Alan?" lime. 10 (March 13, 2000): 62. 
Bjornson, Bruce & Kim，Hong Shik & Lee，Kiseok. "Low and High Frequency 
macroeconomic Forces in Asset Pricing." Quarterly Review of Economics &  
Finance 39 (Spring 99): 77. 
Brook Yaron & Charlton，William T. & Hendershott Robert J. “Do Firms Use 
Dividends to Signal Large Future Cash Flow Increases?" Financial Management 27 
(Autumn 1998): 46. 
Chan, Louis K.C. & Karceski，Jason & Lakonishok Josef. “The risk and return from 
factors." Tnnrnp^ l ofFinance and Quantitative Analygis 33 (Jim 1998): 159. 
Colvin, Geoffrey. "Buying Net Stocks? Read this first." Fortune. 141 (Jan 24, 
2000):'l50. 
Cooper, James C. & Madigan, Kathleen. "Surprise: The New Economy Requires 
88 
Higher Interest Rates." BusinessWeek 3672 (March 13，2000). 
Campbell, John Y.，and Shiller, Robert J. "Valuation ratios and the long-run stock 
market outlook." Tnurnal of Portfolio Mana gement 24 (Winter 1998) : 11. 
Cote, Jane M., and Latham, Claire Kamm. "The merchandising ratio: A 
comprehensive measure of working capital strategy." Issues in Accounting 
Education 14 (May 1999): 255. 
Davis, Michael L, and Largary III，James A. "Financial reporting of "significant-
influence" equity investments: Analysis and managerial issues ” Journal of  
Managerial ll(Fall 1999): 280. 
Fitzpatrick, Brain D. “Stock prices and macroeconomic data." Toiirnal of Applied 
Rnsiness Research 10 (Fall 1994): 69. 
Gallinger, George W. "A framework for financial statement analysis part 1: Return-
on-asset performance ” Rminess Credit 102 (Feb 2000): 40. 
Gallinger, George W. "Framework for financial statement analysis part 2: Financial 
leverage and return on equity." Business Credit 102 (Mar 2000): 33. 
Gallinger George “The current and quick ratios: Do they stand up to scrutiny?: 
Drop the current ratio—pick up the CCC." Business Credit 99 ( May 1997): 24. 
Gallinger, George W. “The current and quick ratios: Do they stand up to scrutiny?: 
Are they only window dressing?" Business Credit 99 (May 1997): 22. 
Gjerde, Dystein, and Saettem, Frode. "Causal relations among stock returns and 
macroeconomic variables in a small, open economy.，，Toiirnal of International 
Marketers 9 (1999): 61. 
Harmon, Steve. "How to value Internet stocks." Upside 10 (Mar 1998): 168. 
Heller，Robert. “No way to measure real value." Management Today (Dec 1998): 
1 7 . , 
Hull，Robert M. "Leverage ratios, industry norms, and stock price reaction: An 
89 
empirical investigation of stock-for-debt transactions." Financial Management 28 
(Summer 1999): 32. 
Jaggi, Bikki & Jain, Rohit. "An Evaluation of Financial Analysts' Earnings 
Forecasts for Hong Kong Firms." -Toiirnal of International Financial Management 
and Accounting 9 (1998): 177. 
Johnson, Stephen C , and March, Gerry, and Tyndall, Gene. “The path to higher 
shareholder value." Chief Executive 136 (Jul/Aug 1998): 38. 
Leibowitz, Martin A. "Market-to-book ratios and positive and negative returns on 
equity” Journal ofFinancial Statement 4 (Winter 1999): 21. 
Mathias, Alex. “Is there life beyond the P/E ratio?" Eyromoney, Oct 1999, p. 10. 
Miller, Rich & Cohn, Laura. "Greenspan Smells Something Burning." BusinessWeek 
3671 (March 6, 2000): 39. 
Mills, John & Yamamura Jeanne H. "The power of cash ratios." Journal of 
Accoiintancv (Oct 1998): 53，55. 
Mishra, Chandra S. & McConaughy, Daniel L. & Clements, Alice. “Capital Market 
and Political Factors Affecting Hong Kong: Mergers and Acquisitions in the US: 
1975-1994 ” rxlohal Finance Journal 9 (1998): 95. 
Najand, Mohammad, and Noronha, Gregory. “Causal Relations among Stock 
Returns, Inflation, Real Activity, and Interest Rates: Evidence From Japan." Global 
Fin^ndal Tournal 9 (1998): 71. 
Nasri Jennifer. "Alan Greenspan defends recent interest rate increases." Weekly 
r w厂如 Crrnv^h Report 1081 (Feb 28, 2000): 10613，10624. 
Nawrocki, David N. & Carter, William L. “Earnings Announcements and Portfolio 
Selection.' Do they add value?" Tnternational Review of Finanpial-Analysig 7 
(1998): 37. 
Neal, Robert & Wheatley Simon M. “Do measures of investor sentiment predict 
returns?" Tnnrnal o fF innndal and OuRntitative Analvsig 33 (Dec 1998): 523 
90 
Randall, Maury R, and Suk, David Y. “Inflationary concerns and stock returns: An 
alternative perspective ” American Business Review 17 (Jan 1999): 123. 
Grabowski, Ralph E. "A new financial ratio." Flectrnnic Business 24 (Jan 1998): 
20. 
Reilly，Frank K. “The Impact of Inflation on ROE, Growth and Stock Prices." 
Financial Services Review 6 (1997): 1. 
Rosplock, Micheal F. "Risk and the financial analust of the year 2000." Business 
Credit 100 (Mar 1998): 57. 
Santa, Barbara. "Valuation of the Internet industry." Weekly Corporate Growth 
Report 1037 (Mar 22, 1999): 10085. 
Sivy, Michael. "Are you paying too much for your stock." Money 27 (Jun 1998): 
106. 
Sivy, Michael. "Blue chip bargains." Money 29 (Apr 2000): 100. 
Updegrave, Walter. “Earnings: Why they matter?’’ Moim (Sep 1999): 67. 
Yamamura Jeanne R , and Mills, John. “The power of cash flow ” Journal of 
Acmiintancv 186 (Oct 1998): 53. 
Others 
Annual reports of various companies. 
Bloomberg. 
DataStream. 
Hong Kong Economic Times 
Reuters. 
Wardley Cards, issued by HSBC Broking (Data Services) Limited. 
f ：广、 “ ^ t ^ x V ‘ 
、- ：气广》* 
CUHK L i b r a r i e s 
DD37SbM31 
